This paper investigates the role of Special Economic Zones (SEZs) in the Western Balkans in supporting industrial policy for economic development.
Introduction 1
The Western Balkan region is an attractive location for foreign direct investment (FDI) due to its prospective EU membership, macroeconomic stability, strategic location, favourable taxes, diverse economies, low labour costs and relatively educated population (Sanfey, Milatović, & Krešić, 2016) . Despite these advantages, the inflow of FDI has historically been less than could be expected given its level of development and geographic closeness to EU markets (Estrin & Uvalić, 2014) . Even though investor protection and investment promotion laws have improved over time, businesses still face high transaction costs in paying taxes, resolving insolvency, starting a business and enforcing contracts (Murgasova, Ilahi, Miniane, Scott, & Vladkova-Hollar, 2015) . In response to this situation, some countries in the region have created special economic zones (SEZs) 1 Draft version of this paper was presented at the "SmartEIZ conference", held from September 25 to 26, 2018 to provide a more hospitable environment for FDI. 2 Companies located within these zones benefit from exemptions to standard customs and tax rules, dedicated infrastructure, a regular supply of electricity, and reliable communications. For these reasons, the Final Declaration of the Western Balkans Summit in Vienna in 2015 supported the role of SEZs to foster the development of regional value chains in promoting exports and growth. 3 The overall aim has been to integrate the economies into global value chains, and into the system of international vertical specialisation of production that has developed through the process of globalisation (Hummels, Ishii, & Yi, 2001; Nordas, 2008) .
At the same time, a regional policy instrument known as "smart specialisation" has been introduced within the EU (Morgan, 2017; Radosevic & Stancova, 2018) designed to propel less developed regions on a path of innovation-based growth.
The smart specialisation strategy (S3) is part of the Innovation Union Flagship
Initiative, adopted in 2010 as a comprehensive innovation strategy for Europe to deliver smart, sustainable, and inclusive growth. 4 It aims to enhance innovation and competitiveness by mobilizing domestic resources in specific areas and industries (Foray et al., 2012; Wyrwa, 2014) . Adopting a national S3 strategy has become an ex-ante conditionality for member states to access EU Structural Funds from 2014 to 2020 (European Commission, 2012) . As such, it is applicable to preaccession countries in the Western Balkans where its implementation is supported by the Regional Cooperation Council (Regional Cooperation Council, 2018) .
Moreover, the IPA II regulation setting out the parameters for EU assistance to the Western Balkan region specifically acknowledges the importance of smart specialisation as a thematic priority for assistance efforts (Matusiak & Kleibrink, 2018) . The EU's Joint Research Centre is supporting the development of policies in the field of smart specialisation through its Smart Specialisation Platform. 5
Will Bartlett, Besnik Krasniqi and Jasmina Ahmetbašić Attracting FDI to the Western Balkans: Special Economic Zones and Smart Specialisation Strategies Croatian Economic Survey : Vol. 21 : No. 2 : December 2019 : pp. 5-35 The first two smart specialisation strategies in the region have been adopted in Montenegro and Serbia in 2019 . As yet however, support for the development of these strategies focuses mostly on the development of research and innovation capacity, rather than engaging more widely with local industrial policies, such as those embodied in the framework of SEZs or other policies to attract and nurture foreign investment and associated technology transfer, and technology diffusion in the business sector. 6 Smart specialisation is an integrated, place-based economic policy designed to shift resources into sectors with high economic potential (Foray et al., 2012) .
It aims to upgrade the knowledge base, technology and other complementary resources to support the integration of local production networks into global value chains (Georghiou, Elvira Uyarra, Saliba Scerri, Castillo, & Cassingena Harper, 2014; Radosevic & Stancova, 2018) . The key focus is on identifying "smart" regional strategies that would enable specialisation in areas that encourage complementarities with the productive capabilities of a region. From the perspective of smart specialisation, the SEZs in the Western Balkans could be used as a device to build smart specialisation strategies by helping the businesses in local economies to specialise in selected sectors supported by demand from the foreign companies based in the SEZs. Most SEZ-based companies are innovation-driven companies offering opportunities for local firms to integrate in downstream innovation activities. This requires a certain level of technological capability which does not develop automatically, and public support is typically needed to build the needed competencies (Lauridsen, 2010 The main distinction in the institutional design of SEZs is between a centralised approach, in which they are planned and financed by a central government agency, and a decentralised approach, in which local authorities create them within a legal framework set by the central government. The centralised approach focuses on the coordination of infrastructure, while the decentralised approach may better meet the needs of local communities and local business actors (Mohberg, 2015) .
A decentralised design for SEZs has been adopted in Serbia, where local municipalities are empowered to establish a SEZ on their territory subject to authorisation by the Free Zone Administration established under the Law on Free permits and other assistance, signs contracts for the lease of land, and has its own budgetary funds. It also has responsibility for investment promotion in the SEZs, negotiating incentive contracts with prospective investors on behalf of the government and providing aftercare services for SEZ-based investors. It facilitates central government services such as licensing, land use, and provision of utilities, and monitors regulatory compliance. It is also responsible for regulating the rents, tariffs and fees charged to users, and for coordinating the processing of all required approvals and permits. Eight active SEZs that host 18 foreign companies have been established. Subsidies to attract high-tech FDI companies include 0 percent customs duties or VAT on imported goods or equipment (vs. the standard 18 percent); 0 percent profit tax for up to ten years (vs. the standard 10 percent); subsidies to build a factory up to EUR 500,000; employment subsidies up to 50 percent gross wage, and 50 percent of justified investment costs up to EUR 50 million. However, this may depend on a host of conditioning country-specific factors.
While SEZs may promote economic growth in the right institutional context, in the wrong institutional context they may lead to resource misallocation and facilitate rent-seeking behaviour (Mohberg, 2015) . Since the institutional environment in the Western Balkans is often perceived to be weak, there is a need for further research on the impact of SEZs on economic development in this region to support the design of effective SEZ policies to raise productivity, investment and competitiveness. Frick, Rodriguez-Pose, and Wong (2019) 
Sectoral Structure
Investment in SEZs in the Western Balkans has been especially significant in the motor car components industry (Shimbov, Alguacil, & Suárez, 2016) . In Serbia, for example, the largest exports are finished motorcars from SEZ Kragujevac, while other SEZs produce motorcar components including electrical motors, tyres, and other parts and accessories for motorcars. A relatively small part of SEZ exports consist of metal products, shoes, furniture, and plastic products. The focus on motorcar components reflects the integration of Serbian SEZs into the EU and global value chains in this sector. Most SEZs specialise in the production of one or a few export products (see Table   1 ). The high degree of specialisation can also be seen from the fact that only three product groups account for about two-thirds of exports from all SEZs in Serbia.
These are motorcars (produced at Kragujevac), tyres (produced at Pirot) and electrical motors (produced at Subotica). 15 
Productivity and Investment
Both turnover and productivity per employee have been consistently higher in Serbian SEZs than in manufacturing industry as a whole (see Table 2 ). In 2017, turnover per employee in SEZs was 56.5 percent higher than for manufacturing industry, and productivity measured by gross value added (GVA) per employee was 41.7 percent higher. However, the performance of SEZ companies was on a downward trend. Average turnover per employee in the SEZs decreased by 23.0 percent between 2013 and 2017 (compared to an increase of 9.6 percent in manufacturing as a whole), while productivity decreased by 18.4 percent (compared to an increase of 9.2 percent in manufacturing as a whole). This trend may reflect the perverse incentives of the employment subsidies granted to foreign investors, motivating them to adopt relatively labour-intensive production technologies, thus undermining productivity growth. 
Exports and Imports
Exports from SEZs have formed a substantial part of the Serbian economy's export boom in recent years, accounting for 13.3 percent of total exports in 2017. 18 Exports per employee were substantially higher than in the manufacturing industry as a whole, reflecting the aim of the SEZ policy to contribute to the export-led growth of the Serbian economy (see Table 3 ). Nevertheless, exports per employee have stagnated in the SEZs, reflecting the overall absence of labour productivity growth reported in the previous section, possibly due to the perverse incentives effects of the employment subsidies offered to foreign investors. At the same time, the import intensity of production in SEZs (measured by the import/export ratio) is extremely high at 96.8 percent in 2017, although falling (see Table 3 ). An example in practice is the case of the Belgian company Metech based at the SEZ in Smederevo, which imported, in 2017, 80 percent of its raw materials from Belgium and exported 95 percent of the final product back to Belgium to the parent company Metes. With such a high overall import intensity of production, it is unlikely that there is much indirect spill-over to the local economy through backward linkages to local suppliers. Most of the effect is likely to come from direct employment, much of which, as explained above, is subsidised by the state through the employment subsidy scheme managed by the RAS. It could be questioned whether this model of attracting FDI is likely to be a strong driver of economic growth and development in the future. The import intensity of the Serbian manufacturing sector is lower than in SEZs, but is nevertheless very high, indicating that this is a general problem not confined to SEZs, but also reflecting the import intensity of subsidised foreign investors based outside the SEZs. Table 3 also casts light on the overall degree of import dependency of the Serbian economy (measured by the ratio of imports to turnover). Not surprisingly, this is substantially higher in the SEZs, whose business model involves processing imported products for onward export to foreign markets, than in the manufacturing sector as a whole. The import dependency of the latter at 38.5 percent in 2017 is similar to the Croatian economy with an import dependency ratio of 30.4 percent for the whole economy, and 38.6 percent for exports (Mikulić & Lovrinčević, 2016 
SEZs and the Local Economy
One of the main advantages claimed for SEZs is that by attracting additional foreign investment into a locality, they raise the technological and skill levels in the local economy through knowledge spill-overs, backward linkages, technology transfer, and technological upgrading of local firms (Hansen & Birkinshaw, 2007; Jenkins & Arce, 2016) . In addition, local companies that supply SEZ-based companies may broaden their activity to become strategic suppliers within a wider global value chain, expanding to international markets (Johansson & Nilsson, 1997) .
However, the successful integration of local firms into global value chains requires broad support to the local business sector aimed at developing its production capacity (Farole & Akinci, 2011) . Such broader programmes should promote skill development, training, and knowledge sharing; they should promote links with zone-based firms and support the integration of regional value chains. This is the essence of smart specialisation at the local level. However, policy measures of this type to encourage and support positive spill-over effects from SEZs to local economies have been largely absent in the Western Balkans. As shown in this section, we find only limited evidence of such effects beginning to emerge from the activity of the SEZs in North Macedonia and Serbia. We base our analysis on a series of qualitative in-depth interviews with managers of SEZ-based companies and their suppliers, carried out in both countries in 2017. The emphasis in this section is on the case of North Macedonia, since reliable statistical data on the performance of the foreign investor companies were not available for reasons described in the previous section.
Local Suppliers
In North Macedonia, local businesses are only slowly developing their capacity to supply foreign companies based in SEZs. 21 Most business services, such as legal services, are procured locally, but the supply of inputs to the production process 21 Author interview with director, TIDZ Directorate, Skopje, January 2017. In Struga, for example, a supplier company reported that the local municipality is not at all supportive. Although its factory is located on state-owned land, the supply of electricity is unreliable, and the municipality has failed to provide a connection to the electricity grid. 24 In response to the scarce availability of local suppliers, some foreign companies aim to develop the local supply chain themselves in order to meet their needs for reliable high-quality supplies from local sources. One example is the SEZbased company Delphi which currently purchases components exclusively from suppliers in Japan, Taiwan, and South Korea. However, it intends to use more local suppliers in the future and plans to help them increase the volume and quality of their products. Another example is Van Hool, which sources most of its supplies from Spain, Germany, Romania, and Turkey, due to the low capacity and quality of local suppliers, but aims to develop local suppliers to meet the required standards. 25
In Serbia, the local supply chain is also very weak. the Subotica municipality organised an event for local supply companies. Only 14 companies from all over the country met the qualification criteria. Siemens also published a call for suppliers, but received no replies at all. In the SEZ in Novi Sad, the capital of the Vojvodina region, SEZ-based companies have found it difficult to identify local suppliers, even from elsewhere in the country. 26 In response to the limited local supply capacity, the Serbian Development Agency has made an effort to provide support for the development of local supply chains alongside support for SME exporters, clusters, networks, and quality standards.
There are some exceptions. One of these is a company called Energomont, a local supplier company near Subotica with about 100 employees, which provides inputs to Siemens. Some other examples of supplier linkages with SEZ-based companies can be found in the large SEZ in Pirot in the south of Serbia, although the most important of these domestic companies are themselves located within the SEZ, and the majority of raw materials are imported from abroad. In the SEZ in Kragujevac, in the centre of Serbia, two local companies, Adler and Goma Line, supply parts to Fiat. However, about two-thirds of the components for the production of Fiat motorcars are produced by a few Italian supplier companies that are themselves located within the SEZ. and reducing the costs of locally sourced inputs (Blalock & Gertler, 2008 
Technology Transfer

Workforce Skills
Access to skilled labour has influenced the location decision of some companies. North Macedonia and Serbia the skills of many workers have deteriorated, due to long periods of inactivity and unemployment. As SEZ-based companies continue hiring from the available supply of skilled workers, skill shortages are emerging in some localities. The largely unreformed and unmodernised vocational education systems use outdated curricula, while higher education graduates also lack the skills needed for employment by foreign companies (Bartlett & Uvalić, 2018) .
The increase in demand for labour from SEZ-based companies has begun to drive up the wages of skilled workers in some localities. In North Macedonia, some SEZ companies attract skilled workers by offering a "thirteenth wage", putting competitive pressure on local companies. In the SEZ in Ilinden municipality in Skopje, some categories of skilled workers earn more within the SEZ than outside it, 30 
Conclusion
Both North Macedonia and Serbia have made significant progress in attracting foreign investors to SEZs, but at a high cost in subsidies. Many new jobs have been created and some improvements in export competitiveness have occurred, but there is little evidence of labour productivity growth or widespread technology spill-over, while the import intensity of production is extremely high, implying minimal linkage to local economies. With some exceptions, few SEZ-based companies source their inputs locally. Correspondingly, local companies find it difficult to supply foreign companies in SEZs, due to their limited production capacities and the large technology gap between them, a factor that is not sufficiently addressed by incentive programmes to attract foreign investors to SEZs.
Governments have tended to use SEZ policies as an alternative to regional and local development policies based on smart specialisation and have neglected policies that would develop the capacities of local businesses to engage with SEZ-based companies linked to global value chains. This may be related to the greater opportunities for rent-seeking where policies are based on centralised nontransparent provision of subsidies to foreign investors, instead of decentralised and transparent local business development through a smart specialisation strategy. So far, SEZ investments have been highly concentrated in the motorcar industry, suggesting an obvious sectoral focus for future smart specialisation strategies.
Although some isolated attempts to upgrade the technological and quality level of local suppliers in this sector, governments would be well advised to provide greater support to local SMEs in this and other identified sectors to expand their capacity to supply inputs to SEZ-based companies. This could involve upgrading the technological level of local suppliers and providing fiscal support to local SMEs rather than focusing state subsidies on large foreign investors.
The growing demand for skilled labour has led to local labour shortages and is beginning to drive up wages in some sectors. In response, some SEZ-based Beyond the national level, Western Balkan countries should work together to develop a regional smart specialisation strategy to replace existing national industrial policies based on employment subsidies. Although there will inevitably be competition between individual economies to attract FDI, there is a role for cooperation to increase the regional supply base. Smart specialisation strategies should aim to develop support programmes and packages that would link SMEs to SEZ-based foreign investors on a regional basis, prioritising measures to increase in labour productivity. The research reported in this article suggests that such a regional smart specialisation strategy for the Western Balkans would be well advised to seek to identify priority areas for coordinated investment in industries such as motorcars and components, in which technologically advanced SEZ-based companies have strong connections to global value chains.
